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Abstract 
Resource poor countries depend on international trade for economic and social development. 
Countries that do not have domestic exporting industries attract foreign investors to help start 
and grow such industries. Together with integrating an economy into the world market, foreign 
direct investment (FDI) brings with it a number of other spillovers such as; technology and 
know-how transfers and human capital enhancement. These spillovers, however, do not happen 
automatically. They depend much on the domestic environment and the types of institutions 
present to facilitate the spillovers into the domestic economy.  Mauritius; a country seen by many 
as an African success story, made a lot of economic and social gains from its textile exporting 
industry which came into the country through foreign direct investment. It ranks 1st on the 
African Governance Index and has one of the highest per capita GDP in Africa. Much of 
Mauritius’ success is attributed to the quality of its institutions. Lesotho; a least developed 
African country received foreign investments in the textile industry around the same time 
Mauritius did. However, today the situations in the two countries are very different. This paper 
takes a comparative look at the two countries to see what roles institutions played in facilitating 
spillovers from the foreign owned textile industries. We see that in Mauritius much effort was 
made to facilitate exports through the creation of an export processing zone (EPZ), to enhance 
human capital through vocational training and to facilitate the domestic ownership of the textile 
industry. When we examine the case of Lesotho we find that there is little if any local ownership 
of the industry. Learning and Vocational training infrastructure that feeds the needs of this 
industry is non-existent and efforts to promote entrepreneurship to create linkages have since 
failed. This lackluster performance, this paper attributes to the type of institutions that prevail in 
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Lesotho, extractive political and economic institutions that do not work for the benefit of the 
country and  its people.  
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CHAPTER 1 
1.1 Introduction  
The kingdom of Lesotho is a small, mountainous country completely surrounded by its neighbor, 
South Africa. It gained its independence from Britain in 1966.  Covering an area of 30,355 
square km, Lesotho has a population of 2.074 million (World bank 2013) and is a least 
developed country (LDC) with a per capita income of US$1074.85 (World Bank 2013), it ranks 
162 out of 187 countries in the UNDP Human Development Index (UNDP 2014) and has a youth 
unemployment rate of  35% (UNDP).  
Food insecurity, Poverty, unemployment and HIV/Aids are major development challenges. Even 
though it is located in the center of South Africa, Africa’s second largest and most sophisticated 
economy, Lesotho has not been able to take advantage of this opportunity and is heavily 
dependent on South Africa for employment, Education, and government revenue (NSDP 2012,1).  
Diamonds, Water and a breathtaking mountain landscape, with potential for tourism, are 
amongst Lesotho’s few exploitable natural resources. The manufacturing sector, driven mainly 
by the textile and Apparel industry has been the main driver of growth and job creation over the 
past years. Its contribution to GDP rose from 10.4% in 1999 to almost 16 percent in 
2011(lesothoreview 2014) and it is the largest private employer.  
Lesotho’s textile and Apparel industry which existed since the early 1980’s (LTEA) saw a great 
increase in exports upon the enactment of the United States’ African Growth and Opportunity 
Act (AGOA) in 2000.  
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The non-reciprocal preferential trade agreement offers duty and quota free access for goods from 
40 Sub-Saharan African (SSA) countries. Together with the Generalized System of Preferences 
(GSP), under the World Trade Organization (WTO), together with the GDP, AGOA offers 
preferential access for 6400 products into the United States market from selected SSA countries, 
including Lesotho. Lesotho gained eligibility on 23 April 2001.  
Although the textile and Apparel industry, owned by Taiwanese foreign investors, saw a major 
increase in exports and contributed significantly to GDP and employment, it failed to contribute 
to the sustained development of Lesotho’s industry. There has been a limited spillover effect to 
the rest of the economy.  No transfer of technology, skills and know-how at the managerial level 
and no sustainable linkages with local firms which can lead to Basotho establishing their own 
factories and exporting to international markets.  
The textile and Apparel industry offers a monetary and employment contribution to Lesotho’s 
economy. In 2011 textiles contributed 16% to GDP (Lesotho investment review) and the industry 
is the largest employer out doing the public service (LTEA).  30% of Apparel from SSA to the 
United States came from Lesotho, making it the largest SSA exporter to the U.S. surpassing large 
exporters such as Kenya and Madagascar (Manoeli 2016, 11). This has been a great achievement 
for Lesotho although it has depended on foreign investors seizing the opportunity of preferential 
access to large markets such as that of the United States.  
AGOA is due for renewal; however, major changes need to take place if Lesotho is to make full 
use of the benefits that arise from trade and FDI under preferential trade access to major world 
markets.  The textile industry has been the main industry in Lesotho; its experience has shown 
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that more needs to be done if Lesotho is to build industry that will benefit the country in a 
sustainable manner.  
Lesotho is not alone in its quest to develop though industrialization, particularly through the 
textile and Apparel industry. Countries such as Swaziland, Madagascar and Kenya have tried the 
same with limited success (Chemengich 2010). A real success story however, has been that of 
Mauritius; an island state covering an area of 2040 square kilometers. Its performance has been 
likened to that of countries such as South Korea and Taiwan (The Asian tigers). Mauritius like 
the Asian tigers was able to not only achieve high growth rates,   but also achieve high standards 
of living for its population. With a GDP per capita of $9202.58, Mauritius has an unemployment 
rate of 7.5% (statsmauritius, 2014), and it ranks 80 out of 187 countries on the UNDP Human 
Development index (UNDP 2014).  
Mauritius’ success in this regard has been attributed to the creation of an Export Processing Zone 
(EPZ) that helped ward off inequality by creating jobs and bringing in much needed revenue. 
Most importantly, the role that government institutions played in facilitating Foreign Direct 
Investment (FDI) and promoting trade (Subramanian, 2009). This paper studies domestic 
institutions in Lesotho to determine whether they are truly responsible for the lackluster 
performance in FDI facilitation and trade Promotion.  
1.2 Statement of Problem  
Lesotho as a least developed country (LDC) has had preferential access of its trade goods to a 
number of countries including Canada, Australia, Japan, the European Union and the United 
States through the Generalized system of preferences and other non-reciprocal preferential trade 
agreements since 1971 (WTO).  Lesotho is member to 16 preferential trade agreements listed in 
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the WTO. However the country has not been able to fully integrate itself into the world market, 
despite these preferences.  With the provision of AGOA, an act by the United States congress to 
allow quota and duty free access to products from Sub-Saharan countries, Lesotho has been able 
to significantly increase the volume of trade goods to the United States. For a country limited in 
resources and trying to develop through industrialization, this has been a very good step. 
However, export goods to the United States are limited to textile and Apparel products. The 
factories within the country that produce these products are Foreign owned textile firms and 
there has been little, if any, local ownership of the textile and Apparel industry. The monetary 
benefit gained from the industry is the remuneration of workers as well as the payment of 
utilities and overhead costs (Manoeli, 2013). This increase in export has not led to substantial, 
sustainable economic and social economic growth.  Trade preferences under AGOA are due to 
expire in September 2015. Questions arise on whether Lesotho’s textile industry, with the 
renewal of AGOA, will really be able to take advantage of non-reciprocal trade agreement to 
bring about much needed growth and development for its people. This study looks at the case of 
Mauritius, which has been exemplary in using trade to bring about economic and social 
development. Based on a comparison to Mauritius, a country that fared well under AGOA and 
other preferential trade agreements; it will extract lessons and give policy recommendations on 
how Lesotho can better use trade preferences to further development goals.  
1.3 Importance of the Study 
Lesotho is a small Least Developed African country that has its land totally boarded by its 
neighbour South Africa. The country does not have an abundance of natural resources and the 
economy has in the past relied heavily on remittances from workers in South African mines. A 
lot of Basotho have returned as South African mines prioritize employing locals. Young Basotho 
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are looking for Jobs and the unemployment rate was recorded at 35.4% (ILO 2008). Lesotho 
needs to improve its economic situation and get out of the Least Developed Country status. This 
I believe can be done through a proactive approach to development. Creating, implementing an 
evaluating the impact of policies so as to take advantage of the world trade market and reap some 
gains for the domestic market. This study sheds light on why Lesotho has been unable to achieve 
sustainable development in the trade industry by comparing with the case of successful Mauritius 
and derives from it lessons to be learnt by Lesotho; its Government and the private sector in 
order to bring about sustainable economic and social growth through trade by utilizing non-
reciprocal preferential trade agreement. 
1.4 Purpose of the Study 
The purpose of this study is to 
 Find out the role that institutions in Lesotho have played in promoting, facilitating and 
regulating foreign direct investment so that it benefits and grows the country in a 
sustainable manner 
1.5 Research Questions 
Based on the problem put forward in this paper, the research will pay attention to the following 
questions: 
1. What role has institutions within Lesotho played/not played with regard to promoting, 
facilitating and regulating FDI 
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1.6 Hypothesis 
1. Inclusive Institutions can help reap the benefits provided by Foreign Direct 
Investment. 
Empirical evidence showing a conclusive direct link between Foreign Direct Investment and 
economic growth is hard to come by, however, a multitude of studies indicate that provided a 
host country has appropriate policies, FDI can produce benefits such as; technology spillovers, 
aiding human capital formation, contributes to international trade integration, creating a more 
competitive business environment and enhances enterprise development (OECD 2002,5). The 
benefits of FDI, in this case, do not come automatically. Simply attracting FDI to a host nation 
does not guarantee the above mentioned benefits. Host countries are advised to develop sound 
institutions (Nunnerkamp and Spatz; 2004) that can produce a good policy regime to maximise 
the benefits presented by FDI. And it is based on this approach that this paper makes the above 
mentioned hypothesis 
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CHAPTER 2 
2.1 Literature Review 
2.1.1 Introduction  
Lesotho’s textile industry has existed since the 1980s. Textile exporting firms are mostly foreign 
owned. The African Growth and Opportunity Act (AGOA) came into law in the United States in 
the year 2000. Since then, Lesotho’s textiles exports have grown at a remarkable rate making 
Lesotho the largest Sub-Saharan African textile exporter to the United States (Lall, 2005). This 
has benefited the country in terms of income and employment.  
The benefits gained however, have been very shallow. Lesotho is a country with limited natural 
resources. Growing a sustainable export industry seems a great opportunity to strengthen 
Lesotho’s growth economically and raise the standard of living of its citizens. Mauritius, a fellow 
sub-Saharan African country has been able to achieve this. Limited in natural resources and 
relying on preferential trade treatment, foreign direct investment as well as strong inclusive 
institutions the country has been able to achieve unprecedented economic development.  
In order to understand why Mauritius has come to be the exemplary African success story, we 
need to understand the role that each of the stated success factors can play in the quest for 
economic development. Examining modern literature on the subjects, first we will look at the 
Role of Foreign Direct Investment and its spillover mediating factors, followed but the role of 
institutions then the trade and the role that institutions play in trade facilitation  
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2.1.2 Foreign Direct Investment and Economic Development 
The role that Foreign Direct Investment (FDI) plays in the economic development of a host 
country has been a largely argued subject matter. There have always existed views for FDI and 
those against it. Those who argue for FDI say that it leads to economic growth through increased 
productivity which leads to benefits in the economy as a whole. However, those against it stress 
the risk that FDI poses. FDI some say: “destroys local capabilities and extracts natural resources 
without adequately compensating poor countries” (Velde 2, 2006). 
However, in recent years, countries have come to view FDI in a more positive light. They even 
go as far as establishing national FDI promotion agencies in order to attract FDI. This is done 
with the belief that FDI contributes to development because of the technology and capital it 
provides (OECD 3, 2002). The benefits of FDI are also seen as increasing employment, income 
and foreign exchange.  
As countries take a more positive view towards FDI, researchers on the matter have come to not 
only view the role of FDI as negative, or positive. Rather, the impact that FDI has on a host 
country’s economy has attracted more focus. There has also been increased awareness of the role 
that policies play in facilitation FDI and growth (Velde 17, 2006). Velde (2006) also writes; 
“ General and specific policies in areas covering investment, trade, innovation and human 
resources are now seen as crucial in affecting the linkage between FDI and Development.  While 
FDI is often superior in terms of capital and technology, spill over to local economic 
development is not automatic. “ 
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In this chapter, we review from existing literature the mechanisms by which FDI leads to 
sustained industrial development. We also identify the role that institutions play in reinforcing or 
obstructing these mechanisms.  
Past the initial macroeconomic (investment capital, export and foreign exchange earnings, and 
tax revenue) boost that investments from foreign entities bring to a host country, FDI can “allow 
the creation of entirely new production possibilities for a host country” or “all the country to use 
its resources more efficiently in carrying out activities already present in the economy” (Moran, 
2005) which can lead to sustained industrial development.  
This increase in domestic capacity is brought about by:  1) the transfer of technology and know-
how 2) human capital enhancement 3) integration into the global economy 4) creating a more 
competitive business environment ( Lall & Narula; 2004) ( OECD; 2002).  
2.1.2.1 Transfer of technology and know-how 
The transfer of technology and know-how is perhaps the most important of the mechanisms as it 
is able to increase productivity and competition levels of domestic firms. Foreign firms normally 
possess more advanced production technology and know-how then domestic firms. Although 
they might not be familiar with the domestic market upon entry, foreign firms are still able to 
operate on a cost curve that is lower than that of the domestic firms because of their more 
advanced technologies. Technology can be transferred from foreign firms to domestic firms 
through horizontal or vertical transfers (spillovers). 
 A horizontal transfer of technology is when technology and know-how from a foreign firm is 
transferred to local firms within the same industry. This can occur through who channels; labour 
turnover or the “demonstration effect”. A skilled worker from a foreign firm can join a local firm 
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and share the superior knowledge gained from working in the foreign firm.  The worker can also 
open up his own firm and use the knowledge gained from working at the foreign firm. In order to 
inhibit the transfer of their superior technological know-how, foreign firms can raise employee 
wages ( Fosfuri et al,. 2001). In that way employees are encouraged to join or stay in foreign 
firms because of the higher wages in comparison to local firms or the burden of starting up. 
Domestic institutions also restrict the transfer process if strict laws concerning labour mobility 
are put in place (Crespo & Fantoura, 2006).  
The “demonstration effect” takes place when locals adopt the technologies and know-how of 
foreign firms. Local firms realise that such capability and knowledge is useful and therefore 
imitate it or it is demonstrated by foreign firms (Crespo & Fantoura, 2006).  However, the 
effectiveness of this channel or transfer depends on the similarity of the products produced by 
foreign and domestic firms (Barrios and Stoble, 2002) and the absorptive capacity of local firms. 
Absorptive capacity will be discussed later on in the chapter.  
Vertical spillovers occur though backward and forward linkages. A backward linkage is formed 
when established domestic firms locally produce and supply foreign firms with the intermediate 
inputs they require (Hirschman, 1958). If foreign firm procure intermediate inputs from local 
suppliers, they might have incentive to provide technical assistance and share knowledge with 
them so as to improve the quality of the supplied goods (Blalock & Gertler, 2005). An increased 
demand for intermediate inputs from domestic firms by foreign firms can also allow the domestic 
firms to realise economies of scale and therefore become more productive in their operations 
(Crespo &Fantoura, 2007).  Competition may arise between domestic firms looking to supply 
inputs to foreign firms. If this competition leads the firms to be more innovative, that’s yet 
another gain for the domestic industry.  
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Similar to the demonstration effect, the absorptive capacity of local firms is also important when 
it comes to backward linkages.  
Forward linkages take place when a domestic firm uses the out puts of a foreign firm as its inputs 
(Hirschman, 1958). In this way the productivity of local firms can be increased. However, this 
depends on the foreign firms producing goods of a high quality or offering goods at a lower price 
or both (high quality, low price) Markusen &Venables (1997). Whether foreign firms are looking 
to sell their products domestically or export the products is a factor in this kind of linkage. The 
anticipated spillovers might not be realised by local firms if the foreign firm is aiming their 
product toward other markets.  
In all, transfer of technology and know-how through FDI can have a positive impact on domestic 
industry by creating linkages and spillovers. This can help increase productivity, encourage 
creation of more industries and benefit local customers through better quality products and/or 
lower prices. However, this diffusion of technology and expertise depends on a number of 
factors: the ability of domestic firms to absorb them, domestic institutional factors e.g.: labour 
mobility laws, and the motivation of foreign investors to share know-how and also to supply 
products to the local market.  
2.1.2.2 Human Capital enhancement 
The relationship between human capital enhancement and FDI is a complementary one. In as 
much as foreign firms are able to provide training, share information and bring in new skills and 
technologies, a highly skilled labour force can determine the amount of FDI that a county can 
attract (OECD, 2002). Michie (2001:4) identifies the direct and indirect benefits of an enhanced 
labour force as: 1) Higher productivity and profitability as a result of increased capacity to 
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perform tasks, 2) workers are better equipped to absorb and utilize both the codified and tacit 
knowledge gained through working in foreign firms, and 3) improved willingness, commitment 
and motivation of employees to deliver greater productivity. According to (Rothwell and 
Dodgson; 1991) a highly skilled works are more likely to form relationships with other 
individuals outside of their firm who have similar competencies, thus improving the likelihood of 
linkages.  
Like technology transferring spillovers, spillovers that enhance human capital do not occur 
automatically. (Blomstorm and Kokko; 2003) in a paper on government’s foreign investment 
policies emphasize that; they (governments) should support learning and innovation. They 
should also create incentives for foreign and local firms to engage in activities that promote 
linkages between firms, training, education and Research and development (R&D).  
When investigation the role of human capital in economic development, (Hanushek; 2013) finds 
that quality of education rather than quantity plays a part in contribution to economic 
development. He discovers that educational policies that focus on quantity leave the population 
incompetent in terms of international skill levels. Upon finding that the effect of FDI on 
economic growth is a positive one, however, not by means of human capital accumulation, 
(Adefabi; 2011) suggests that the type of education could be of more importance.  
The health of the labour force is also crucial. A healthy work force is more productive and better 
positioned to learn new things. (Majeed and Ahmed; 2008) find that health expenditure has a 
positive and significant effect on FDI flows.  
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2.1.2.3 Economic Intergration 
Some of the important dimensions of globalization and global economic integration are that of 
trade in goods and services, movement of capital, integrated financial markets and human 
migration (Mussa, 2000). The role that trade in goods and services play is particularly significant 
as it means that once a country is integrated through trade, it is able to share in the international 
division of labour and benefit from the gains made.  
However, few local firms in developing countries have the skills and resources needed to 
manage international markets, distribution and servicing of products, which is needed to enter 
foreign markets (Bloomstrome & Kokko; 1996). Foreign firms can help the domestic economy 
integrate into the world economy by what is termed the “Export Effect” or “trade effect”.  The 
effect on local exporting capacity can either be a direct or indirect one.  Directly, the host 
country’s export capacity is increased by the foreign firms, themselves, exporting.  The export 
oriented production of foreign firms in host countries can be divided in the following way 
(Athukorala 2006:6): 
 Resource-based manufacturing 
 Labour intensive final consumer goods 
 Assembly processes within vertically integrated global production systems 
On the first bullet; foreign firms may be at a better position to export local resources than local 
firms because of their international business contacts, marketing skills, superior production and 
processing technology and general know-how (Bloomstrome &Kokko; 1996).  
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Secondly, the results on the role that foreign investors play in aiding produces of labour intensive 
good to exports to international markets is a controversial one (Athukorala 2006) as it is 
observed that labour intensive domestic industries are more than capable of exporting goods 
themselves as was the case of the Newly Industrialised Countries , (NICs) of South East Asia 
(ibid). However, Bloomstrome & Kokko (1996) in this case, the role that foreign firms play may 
be understated. Entering foreign markets requires setting up distribution channels, keeping in 
touch with rapid changing consumer tastes, mastering industrial norms and safely standard 
technicalities and building up product image. Skills which local firms do not readily have and 
can only gain through affiliating with foreign firms.  
Lastly, in response to increasing wages in their home country and other factors that can increase 
costs of production, firms may decide to transfer component assembly operations abroad. This 
happens mostly in industries where the technology of production allows the breaking up of 
labour-intensive production processes from other stages of production (Athukorala 2006).  
Operations are set up in a foreign country and components are exported to other international 
firms, thereby increasing the export capacity of the FDI recipient country.  
Foreign firms can also indirectly affect the export capacity of a local economy. Through 
increased competition local firms will either be forced to increase their productivity or to exit the 
industry. Should productivity increase, they might grow to a point where they are able to export 
to foreign markets. They can also gain exporting capacity by observing how foreign firms 
operate. Information about foreign markets can also be attained from foreign affiliates. (Atkin, 
Hanson and Harrison; 1997) posit that local firms located in close proximity of each other are 
best able to observe and learn exporting know-how from other firms. They suggest that local 
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firms should be in close proximity to multinational firms in order to gain exporting expertise 
from them.  
2.1.2.4 Competition Effect 
The competition posed by foreign firms when entering a domestic industry can either have a 
positive or a negative effect on local firms in the industry. Due to their superior productivity, 
foreign firms can lead local firms to losing their market share and thereby be driven out of an 
industry. However, firms that stay on can become more innovative, more efficient and more 
productive in their operations so as to compete with foreign firms and other local firms 
(Bloomstome & kokko, 1996). The total effect of competition or the direct of the effect is 
unclear as it could either be negative or positive. However, Caves (1971) posits that entry of a 
foreign firm is more likely to bring about more competition and improvements into an industry 
than a domestic entry at the same initial level.  
All in all, there are great productivity gains to be made by a host country economy through 
foreign direct investment. The gains can lead to sustainable development and growth that can 
benefit the whole country. However, these productivity spillovers from FDI do not come 
automatically. The next section will look at the FDI spillover determining factors.  
Mediating Factors 
Substantial spillovers from FDI do not happen automatically. Numerous researchers agree that if 
FDI is to produce a significant, sustainable impact on a country’s economic growth and 
development, there needs to be certain mediating factors in place ( Thomas and Winkler, 2014, 
Straritz and Morris, 2013, Jovorcik and Spatareanu, 2008, Numennkamp and Spatz, 2004 and 
OECD 2003). These factors can be divided in three parts, namely; the characteristics of the 
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foreign firm, the characteristic of domestic firms, as well as, host country factors and 
Institutional framework, which are the focus of this study.  
2.1.2.5 Foreign firm Characteristics – FDI Spillover potential  
The characteristics of the foreign firm play a role in determining its spillover potential to the 
domestic economy. Blomstrom, Globerman and Kokko (1999) think of spillover potential in the 
traditional market demand and supply context. With regard to the supply side (whether foreign 
firms will be willing to “supply” positive spillovers to the domestic market) engaging in 
activities that promotes technology spillovers depends on the cost to be incurred by the foreign 
firm. If the foreign firm stands to benefit from sharing technology with domestic firms, the less 
protective the firm will be of its technology. Benefits may be; the foreign firm stands to gain 
more valuable technology from the host country, it can promote realization of economies of scale 
and scope in Research and Development (R&D) activities, in some cases host governments may 
provide advantages to the foreign firm’s domestic affiliates that are potentially worth more than 
the transferable technology belonging to the firm. However, if the firm stands to incur a loss due 
to the diffusion of technology to the host economy then the firm will choose not to engage in 
technology sharing activities and will in fact protect its technology by, such as, hiring top level 
managers from their home country to avoid local managers taking their technology to competing 
firms in exchange for higher pay and/or better working conditions.  
Degree and structure of Ownership 
There are a number of ways in which foreign firm characteristics influence spillover potential.  
One of those ways is the degree of ownership. Using a sample of 3732 firms operation in Greece 
in the year 1997, Dimelis and Louri (2001) found that small firms with minority foreign 
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ownership produced more spillovers than larger, majority foreign owned firms. Another study by 
the same authors showed that a higher share of foreign ownership has a positive correlation with 
the firm’s incentive to transfer knowledge. Abraham, koning and Slootmaekers (2006) support 
this with a study done on the Chinese manufacturing industry; they conclude that foreign owners 
are less likely to transfer knowledge to Joint- Ventures where they have limited control over 
management.  
FDI Motive 
Another aspect that affects spillovers is the motive of the foreign direct investor. Dunning (1993)  
classifies the motives as follows, depending on the nature of the advantages a foreign firm is 
seeking; Resource seeking, Efficiency seeking, Market seeking and Asset seeking. Each of these 
motives has a certain potential for spillovers on to the local economy. Research has shown that 
foreign investment that seeks to exploit a country’s natural resources tends to have a negative 
effect on the county’s growth Alfaro (2003). Resource seeking FDI’s low spillover potential is 
due to its high capital intensity and limited involvement with the local market.  However  when 
looking at investment in agriculture across African counties Gerlash and liu (2010) found that in 
some countries such as Morocco, Uganda, Ghana and Egypt positive spillovers were observed in 
areas such as technology transfer, Infrastructure development, job creation and productivity 
output even though the Multinational firms were producing for their home markets. 
Market Seeking FDI, particularly in the retail sector, is seen to have a higher potential for 
spillovers as retailers look to source from the local market. The potential of these spillovers 
however, depend on the capabilities of local suppliers as well as the support they get from local 
institutions (Farole, Starliz and Winkler 32, 2014).   
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Asset Seeking FDI seeks to utilize the technology or the skills embedded within a country. This 
kind of investment has a high potential for sustainable spillovers because of the close relations it 
creates with local suppliers, customers and workers. Chen (2004) found that Taiwanese firms 
investing in the U.S were more active in promoting local linkages than in the host country than 
were their counterparts in South East Asia and China. This he argues is due to the fact the U.S 
offered more strategic and knowledge resources than those available in the home country.  
Efficiency seeking FDI is often associated with the manufacturing industries. The spillover 
potential efficiency seeking FDI is seen as being higher with relation to Resource seeking FDI. 
This high potential is due to its labor intensity, the need for different goods and service inputs, 
and its low barrier to domestic forward linkages Farole and Winkler (2014).  An increase in high 
value added manufacturing has been instrumental in transforming production structures in 
several East Asian countries since the 1960s says Willem te Velde (2006). However, this kind of 
FDI also has “resource seeking” characteristics explain Farole and Winkler, as MNC go to 
certain countries mainly to utilize the cheap, uneducated labor.  
Global Production and Sourcing strategy 
The production and sourcing of a foreign firm affects its spillover potential greatly. Unlike local 
firms that use local input, foreign firms leverage functions, skills and expertise from their head 
offices located in their home countries and/or other foreign production plants. The kind of 
operation that takes place in a given location is based on how that location fits in the Companies’ 
Global Production Network (GPN). Therefore, the role locations (particular foreign firm in a 
host country) have in the production network of foreign firms is a determinant of the spillover 
potential that firm has in that country (Morris et al 2011). In Lesotho for example, Staritz and 
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Morris (2013) identified two types of foreign investors in the textile industry; Taiwanese 
investors and South African investors. The Taiwanese firms who keep their higher value added 
operations in Taiwan concentrate more on wage costs, lead times and speed delivery, and have 
brought limited improvements since their arrival. The South African investors however, are 
interested in moving their production function from South Africa to take advantage of the 
geographic proximity to their major market and lower labor costs in Lesotho. They have a high 
spillover potential as they take skills and capacity development more seriously.  
Technology Intensity 
The technological intensity of the goods or services produced by a foreign company a host 
country has an effect on its spillover potential to the specific country. Gorg, Hijzen and 
Marukozy (2009) found that in Hungary, the potential for spillovers was very much related to the 
production technology of the sectors and the foreign companies. The average production 
technology of foreign plants determined its spillover potential.  In Global Value Chain organized 
production it is often the case that knowledge-Capital intensive (High- tech) processes are 
geographically separated from the labor intensive (Low-tech) of the same product (Plank and 
Staritz, 2013).   
FDI home country 
The country from which an investing firm comes from has an effect on the production strategy 
pursued by the firm and the technology used in host countries therefore having an effect on the 
firm’s spillover potential The country of FDI origin has a weight on managerial practices and 
cultures which determine whether investors will engage in employee training and skills 
development as well as using expatriates or local to fill management positions. Farole and 
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Wikler (2014) , Catteneo, Gerreffi and Strautz (2011) Also state that it is common for end-
market segmentation to occur due to historical, cultural, language as well as trade policy reasons.  
Entry Mode 
The entry mode influences the extent or pace of FDI induces benefits for local firms Farole and 
Winkler, (2014) Research has found that Joint Ventures (JVs) bring about more local linkages 
than wholly owned subsidiaries Farole and Winker 2014, Chen Chen and Ku (2004). This is 
according to Javorcik and Spatareanu (2008) because Joint Ventures may face a lower cost if 
finding local suppliers of intermediates and thus be more likely to engage in local sourcing from 
wholly-owned foreign subsidiaries.  
Length of presence 
There also exists the notion that foreign firms need to be in a host country for some time so that 
local firms can learn and apart new technologies from foreign firms (Crespo and Fontura, 2007).  
Firms that have been in a country longer may also get to know the context of the country better 
and be able to identify local suppliers and labor skills (Farole and Winker 2014).   
2.1.2.6 Domestic Firm Characteristics - Absorptive capacity 
In as much as the foreign Direct Investment coming into a host country needs to have the 
potential to provide spillovers to the local economy, the host countries needs to have an 
environment that’s able to take in the capital, technology and know-how of foreign firms and 
convert them into benefits for the county’s economy. This is defined by academics as the 
Absorptive capacity of local agents.  As mentioned before the relation between FDI and growth 
is ambiguous, however, macroeconomic studies show that FDI may speed up growth conditioned 
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on the absorptive capacity of the host country (Farkas, 2012). This capacity which is the 
maximum amount of FDI a host country can assimilate or integrate into the economy in a 
meaningful manner (Kalotay, 2000) is determined by; The Technology gap between local and 
foreign firms, The research and development (R&D) capabilities of local firms, Human Capital, 
Scale, Firm location, Exporting capabilities, Sector Dynamics, and Competition.   These will be 
discussed in this section.  
Technology Gap 
Technology gap is usually measured as the domestic firm’s productivity level relative to a 
benchmark productivity level within the same sector - often of the leading firms Farole and 
Winkler (2014).  Views on the role technology gap plays in FDI spillover differs. Some research 
shows that a large technology gap is beneficial as it can increase firm’s potential for catching up. 
However, some scholars find that firms are less able to absorb spillovers if the technology gap is 
too big. Using data from firms in Morocco, Bouoiyour (2005) finds that; “technology gap is a 
condition for spillovers, but only within a certain range”.  
Research and Development (R&D) 
Another factor that can be considered when assessing the absorptive capacity of a local firm is 
the Research and Development (R&D) conducted by a firm. R&D activities are linked to a firm’s 
ability to recognize new information, assimilate and apply it to commercial ends Blalock and 
Gertler, (2005). Using R&D as a proxy for absorptive capacity, Blalock and Gertler (2005) found, 
using a data set from Indonesia, that firms with greater spending on R&D acquire more 
technology from FDI. Dutse (2012) also concludes that in Nigeria manufacturing firms are 
unable to absorb spillovers due to amongst other factors insufficient R&D.  
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Human Capital  
The ability of a domestic firm to absorb foreign technology can also be related to the type of 
labor the firm hires. On a wider scale, Van den Berg (2001; 226) states that amongst other 
factors the human capital and education system of a country determine its ability to create new 
ideas and adopt old ones.  Skilled labor is more likely to absorb new knowledge. In an 
investigation done in Argentina, Narula and Marin (2003) found that even though FDI spillovers 
where ambiguous between foreign and Domestic firms,  where spillovers did occur was where 
the firms invested more in absorptive capacities. In Indonesia, Blalock and Gertler (2005) found 
that firms with highly educated employees were more able to adopt technology form foreign 
Firms.  
Scale 
Firm size is seen to be positively related to the capacity of a domestic firm to absorb spillovers 
(Thomas and Winkler 2014). When doing research on Central and Eastern European countries, 
Damijan et al. (2007;18) found that; “It was only the more productive firms that were able to 
compete with foreign affiliates and also benefit from increased downstream demand for 
intermediates created by foreign affiliates”. Within the same research Damijan et al (2007). find 
that Smaller sized firms can also be affected by the presence of foreign firms but this effect can 
be either positive of negative. They can either get positive spillovers from the firms or they 
might not meet the needs of foreign firms due to low productivity or lack of technological 
knowhow. They can be crowded out by foreign firm presence.  
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Firm Location 
Where firms are located can also determine whether they are rightly positioned to absorb 
spillovers from foreign firms. When doing research on Chinese firms; Li, Chen and Shapiro 
(2009) found that firms that were located in areas where there were concentrated foreign 
activities benefited positively from technological spillovers by these firms.   However, they 
found that even though firms benefited from such clusters, it was only in those cases where 
foreign firms actively conducted innovative activities.  
Exporting  
There isn’t any clear cut evidence on whether a domestic firm producing to export its product has 
a higher FDI - spillover - absorption - capacity then one that produces for the local market. 
Looking at results from various research papers Crespo and Fontoura (2007;12) find that while 
some investigations find that non-exporting firms are more receptive of spillovers from foreign 
firms (Blomstrom and Sjoholm, (1999) and Ponomareva (2000)) some find that it’s the firms that 
export that absorb spillovers from Firms. The results are thus inconclusive.   Farole and Winkler 
(2014; 40) state that exporting has been linked to absorptive capacity because exporting firms 
generally have a higher productivity then inward oriented firms and can thus be more 
competitive.  
Sector Dynamics 
Another factor that contributes to a firm’s absorptive capacity is the sector in which the firm 
operates. This is in part related to the global value chain discussed earlier.  Research has found 
that there are more spillovers in technology-intensive industries than in labor intensive industries. 
These spillovers are mostly driven by efficiency improvement and technology progress. Looking 
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at manufacturing firms in Indonesia from 1975 to 2000, Temenggun (2007) found that horizontal 
spillovers occurred only in the Food and Beverages as well as the textile and leather industries 
Competition 
Host nations attract FDI with the hope that foreign firm activities will lead to the global 
integration of the national economy and the increased competitiveness and productivities of local 
firms. However, the is a potential of  FDI being a barrier to exports and in fact promoting 
imports as foreign firms seek low cost inputs. Foreign firm can also out-compete local firms that 
seek to export (WDR, 235,199). Dunning (1994) warns against governments using FDI to “prop-
up” industries in which the host country has no comparative or competitive advantage. He 
advises that governments focus on attracting FDI that will further enhance a county’s 
competitive advantage and make full use of its comparative advantage 
2.1.2.7 The role of Institutions in FDI promotion and facilitation 
In the World Bank publication; “making FDI work for Sub-Saharan FDI”, the authors outline six 
host country and institutional factors that may mediate the extent of FDI spillovers in a host 
country. These factors, they say, have a bearing on the type of foreign investment attracted to a 
host nation as well as the spillover potential of foreign firms. They also determine the 
characteristics of domestic firms and their absorptive capacity. Lastly, they affect the channels 
through which spillovers can be transferred from foreign firms to domestic ones.  
The factors are namely; Labor market regulations; Intellectual property rights; Access to finance, 
Learning and innovation infrastructure; Trade, Investment and Industrial policy; as well as 
Governance.  
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Research has shown that labor market policies can affect FDI either positively or negatively. 
Parcon (2008) shows that labor market standards and regulations can either decrease FDI inflow 
by increasing the cost of hiring and firing employees or increase FDI inflow by increasing 
productivity due to better labor relations.  Also, according to research done in OECD countries, 
strict employment protection legislation, can divert investment to where regulation is less tight 
(OECD). Olney (2010) also found that a reduction in employment protection rules in some 
countries, led to an increase in FDI. Javorick and Spatareanu (2004) also support this point with 
research from 25 western and Eastern European countries.  
Literature on the effect of intellectual property rights on FDI inflows and spillovers is ambiguous. 
With regard to intellectual property rights, Researchers suggest that strong intellectual property 
rights, in a developing host county, lead to foreign firms transferring more of its production to 
the host country and thus contributing to the growth of the particular country Branstetter et al 
(2007) and Kashcheeva (2013).  However, Havrenek and Irsova (2011) posit that strong 
intellectual property right work as a barrier to the transfer of knowledge and technology to local 
firms. Branstetter et al (2007) find that the foreign firm production activity that is brought about 
by stronger intellectual property rights more than makes up for the barrier to imitation by local 
firms.  
Another mediating factor is access to finance. Foreign firms can either easy financial constraint 
to domestic firms by bringing in much needed capital or they can increase the constraints if they 
themselves are borrowing from domestic financial institutions (Thomas and Winkler 2014; 44). 
When looking at firms in Kenya, Ndambuki (2013) finds that with private and collectively 
owned firms access to finance was positively associated with growth through Research and 
Development (R&D). In china; Grima, Gong and Gorg (2008) find that firms that have good 
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access to domestic bank loans or foreign capital innovated more than those that did not.  In both 
cases the evidence showed more effect to private and collectively owned enterprises, as opposed 
to State owned enterprises (SOEs).  
  Learning and innovation infrastructure is another factor that is identified as having an effect of 
FDI inflow and FDI spillovers. Thomas and Winkler (2014) state that: “The share of human 
capital at the firm level is influenced by the local learning and Innovation infrastructure, which 
includes the basic, higher, and vocational education system; the interaction between education 
and training institutions and the private sector and the existence and embeddedness of 
technology research institutions.”  A highly educated work force increases the absorptive 
capacity of local firms and their ability to learn, adapt and innovate.  FDI can play a role in 
enhancing skills and general education within the host country, particularly in the sectors 
relevant to the foreign firm. However, it is largely the role of the host country to upgrade general 
skill levels and provide highly specialized technical manpower. UNCTAD (1999;42).  
Trade, Investment and Industrial policy; A positive correlation has generally been found between 
low trade barriers and FDI inflow. Also, FDI within an open trade regime has been said to more 
efficient with the efficiency resulting directly from foreign firm activity. Lesher and Miroudot 
(2008) when using firm level data to identify FDI spillovers across countries, sectors and time, 
find a “positive correlation between the degree of trade openness and output when measuring the 
impact of foreign presence in the domestic economy”.  
 Investment policies and FDI promotion play a part in attracting FDI and formulating policies 
that are targeted specifically at promoting spillovers to the domestic market. A firm level 
investigation done by Du, Harrison and Jefferson (2014) in china shows that tax policy 
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(corporate income and VAT subsidies) have attracted FDI into strategic industries and brought 
about significant spillovers. 
 Industrial policies that support the development of Small and Medium enterprises (SMEs) are 
crucial in assuring local firms ability to absorb spillovers from foreign firms.  An OECD report 
on integrating SMEs into the Global Value Chain (GVC) identifies the role of governments as 
that of 1) facilitating the improvement of technology and innovation capacity 2) Providing 
financial and capable human resources 3) providing SMEs with the capacity to respond to GVC 
standards and certification requirements. Another report by the UN office of the special advisor 
on Africa (2009) reiterated the importance of skills development and capacity building as well as 
the provision of accurate and accessible information about the GVC for local SMEs.  
Literature on the role of governance on FDI attraction and spillovers is inconclusive. Institutional 
matters such as political climate, corruption, red tape, regulations that make it hard to do 
business are said to have an effect on the type of FDI a country attracts as well as the absorptive 
capacity of local businesses Farole and Winkler, 2014).  Pedersen and McCormick (1999) also 
state that a weak relationship between the public and the private sector as well as lack of 
integration amongst foreign, state-owned and domestic enterprises can hinder policy intervention 
that aim at facilitating spillovers and promoting foreign investment. Using World Bank 
governance indicators, Adeoye (2009) finds that corporate governance does have an effect on 
inward flows of FDI. While, Sadi, Ochi and Ghadri (2013) find that only political stability and 
regulatory quality have a significant effect on FDI inflows. While looking at some Latin 
American countries, Subasat and Bello (2013) find that poor governance attracts rather than 
defers FDI. Dixit (2012) find that the amount and type of foreign investment adapts to the 
conditions and institutions of governance in host countries. Gorodnichenko, Svejnor and Terrel 
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(2013) find that corruption has little effect on direct or indirect spillovers. They state that this is a 
surprising finding and that research needs to look more into the magnitude of this effect and 
methods of measuring them.   
The following section emphasizes the role of institutions in development 
2.1.3 Institutions and development 
The great divide between the average income between the richest and poorest countries in the 
world has been an important research issue for those in the field of development economics- the 
richest country, Norway, is 469 times richer than the poorest country, Burundi (World Bank 
data). Institutions have been found to play a determining role in the difference between national 
incomes. The important role that institutions play has been highlighted by various scholars and 
international organizations which including; North (1990), World Bank (2002), DFID (2003), 
and Rodrick (2007).   
North (1990) defines institutions as the humanly devised constraints that structure human 
interaction. He distinguishes between formal and informal intuitions. Formal institutions being 
written laws (such as laws, legal agreements, constitutions etc.) and the informal ones being the 
unwritten rules (such as customs, traditions, norms, social conducts etc.) which are imbedded in 
the way a society conducts itself. Institutions he adds; determine the incentive structure of a 
society and reduce uncertainty by establishing a stable structure of human interaction.  A 
distinction is also made between institutions and organizations. Institutions are defined as the 
“rules or the game” while organizations are the “players” in the game (This point will be 
discussed later on in the review).  
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Using a regression analysis to determine the causal relation between national income levels and 
its three imperative determinants; geography, world market integration through trade, and 
institutions, Rodrick and Subramanina (2003) find that the quality of institutions overrides the 
two other determinants. They acknowledge that determining the causality of the three 
determining factors to income levels is complex. The difficulty they say: “lies in disentangling 
the complex web of causality involving these factors and income levels”. As depicted in the 
below figure, Geography is the only factor that can be treated as not being influenced my income. 
Geography can influence income directly (by for example a healthy population and agricultural 
productivity) and indirectly (through its impact on market integration or institutions). When 
looking at market integration and institutions, however, causal relation can move in both direct. 
While good quality institutions can lead to increased income levels through investment 
promotion and supporting technological progress, economic development can also lead to better 
institutions. In the same manner, in as much as integration into the world market calls for better 
institutions, quality institutions will lead to further integration into the world trading market.  
Graph1: Complex Causality between Income, Institutions, Geography and Integration 
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It is widely agreed that building institutions cannot be a “one size fits all” intervention (Basu 
2008, UNCTAD). Countries are different and therefore they require different focuses, priorities 
and approaches to institutional building. However development economists agree that at least 5 
institutions are necessary for inclusive economic growth and development. Those are; 
1. Market creating institutions; Property rights and legally binding contracts 
2. Market regulating institutions; Regulatory institutions 
3. Market stabilizing institutions; institutions for macroeconomic stability 
4. Market legitimizing institutions; Social insurance institutions 
5. Market legitimizing institutions; Institutions for conflict management 
Rodrick (1999) 
Acemoglu and Robinson (2012) in their book “Why nations fail; the origins of power, prosperity, 
and poverty’, state that every society functions with a set of economic and political rules 
(institutions) created and enforced by the state and citizens collectively. Economic institutions 
shape economic incentives, while political institutions include the power and capacity of the state 
to regulate and govern society. They differentiate between extractive institutions and inclusive 
ones. Inclusive institutions are defined as; “those that allow and encourage participation by the 
great mass of people in economic activities that make best use of their talents and skills and that 
enable individuals to make the choices they wish.” Extractive institutions on the other hand are; 
“those policies and practices designed to extract income and wealth from one subset of society 
[the masses] to benefit a different subset [the governing elite]”. Furthermore, it is stressed that; 
“while economic institutions are critical for determining whether a country is poor or prosperous, 
it is the political institutions that determine what economic institutions a county has”. 
 31 
 
Reiterating this point is a research compilation by the Research Programme Consortium for 
Improving Institutions for Pro-Poor Growth (IPPG). It illustrates; “the importance of the 
interaction between economic and political institutions in shaping growth and poverty reduction, 
as well as the way organizations and institutions interact to produce different outcomes.  Taking 
from a broad range of political, economic and social research and looking at the state-business 
relations across Africa, Latin America and India, the paper concludes that institutions do matter 
and understanding their effect on growth and poverty reduction is a matter of understanding the 
politics of how individual players, organized interests and institutions interact.  
In its report World Development Report (2002) the World Bank identifies the role of institutions 
in “promoting inclusive and integrated markets and ensuring stable growth”. The report states 
institutions that support growth and enhance poor people’s access to economic markets help 
increase income and reduce poverty. It identifies firms, government, and society at large as have 
a role in creating effective institutions. The reports also stresses that in order to build effective 
institutions, policy makers need to design institutions to; 1) Complement what exists in terms of 
human capacity, supporting institutions, and available technologies. 2) Innovate by identifying 
which institutions work, and which don’t. Promoting those that do and letting go of those that 
don’t. 4) Connect by being open to trade and facilitating open information exchanges between 
market players. 5) Compete; promote competition amongst regions, firms, and individuals.  
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The role of institutions in trade facilitation 
When writing on institutions and international trade, Grief (1992), argues that although 
international trade theory overlooks institutions as an enabler of trade during the commercial 
revolution, they (institutions) where part and parcel of the social, economic, political and 
technological fabric of that time. Institutions at that time he states; “constrained decision makers 
and determined the relations between profitability and efficiency in the exchange relations that 
constituted and enabled trade.”  He stresses that even today, actual trade is determined not by 
factor endowments only but also by institutions that govern, amongst other things; “commodity 
future prices, international accumulation of knowledge, the relation between foreign investors 
and government, and the relation between producers and overseas suppliers and distributors”. 
In a study by Meon and Sekkat (2006) on institutional quality and trade, they find that “defective 
institutions hurt a country’s capacity to export manufactured goods” and “improvement in 
institutional quality would lead to an increase in manufactured exports”.  In a guide on trade 
mainstreaming, using trade proactively to attain development goals, the U.N.D.P (2011) finds 
that; “trade mainstreaming works best when appropriate institutional frameworks exist.” 
2.1.4 Trade and Development (the link)  
Traditional International trade theory centers on the principle of Comparative Advantage 
described by David Ricardo (1951).  The principle states that a country benefits from exporting a 
good which it produces at the lowest cost compared to its trading partners. It states that even if a 
country produces all goods cheaply, it will benefit more by producing the good of which 
production is relatively the cheapest. This principle thus forms the basis of Free trade and trade 
liberalization. The classical view of free trade amongst countries, associated with Adam Smith 
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(1986), is that liberalizing trade (the international division of labor) will lead to the most efficient 
use of a country’s resources and thus lead to high national income.  
The end of the 2nd World War (WW2) saw countries looking inward for answers to economic 
development. Export pessimism was dominant between the 1930s and 1960s as assumptions 
were that open trade policies would leave poor countries specializing in low value-added goods 
of which export demand was inelastic. So that they too could industrialize developing countries 
needed to protect their infant industries/sectors up until a point where they would be able to 
compete with those in the more industrialized countries (Import Substitution strategy). 
“Observing that developed countries often had much larger manufacturing sectors, developed 
countries sought to mimic this mixture by subsidizing industry and taxing agriculture and 
primary activities. Thus, industrialization – with a stress on capital accumulation and 
manufacturing – was believed to be the key to economic growth and development” (Irwin 2003; 
5).  Following this school of thought, many countries’ policies focused on import substitution as 
a means to economic growth and development. 
The economic success of the East Asian countries, South Korea, Taiwan and Hong Kong in the 
1970s deepened further the debate on whether it was trade liberalization that leads to their 
success or interventions by government through Industrial, trade and fiscal policies. Joo (2008) 
states that the growth of South Korea for example was due to 1) removal of the impediments to 
growth (letting the market operate freely), 2) making gains from the large world market and 
taking advantage of the international division of labor (exporting manufactured goods and 
importing natural resources, capital goods and industrial raw material) , meaning that openness 
to trade and less intervention by government was the key to economic growth.  
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There exists an alternative view which asserts that developing countries need to protect their 
infant industries from competition from more industrialized countries which may hinder growth 
and keep them from catching up in the process of industrialization. Rodriquez and Rodrick 
(1999) argue that methods used to find a correlation between trade policies and economic 
growths have serious shortcomings. Looking at the case of South Korea and Taiwan, Rodirick 
(1994) states that other explanations such as; governments intervening to rectify coordination 
failure and low initial inequality levels are a more suitable explanation for the rapid growth that 
took place in these countries.  
A study done by Sach and Warner (1995) shows that those that were countries open to trade1 
grew, in a year, 2.4 percentage points faster than those that were not. However, Rodriguez and 
Rodrick (2001) state that this definition of openness correlates with plausible alternative 
explanation variables -  macroeconomic, instability, poor institutions, location in Africa- that a 
conclusion cannot be made on the effect of openness on economic growth.  
There is little consensus on the effects of trade liberalization on economic growth. However, it is 
widely agreed that trade does contribute to economic growth by: increasing allocation efficiency, 
raising capacity use, achieving scale economies in production and making a wide variety of 
products available for consumption, although none of these are automatic or guaranteed states 
UNDP (2003).  Growth in the economy can then contribute to human development in two ways 
as described by UNDP (2003; 26); Firstly; ‘Employment led growth raises household income. 
Depending on how it’s spent,  the additional income can be used to improve nutrition, augment 
child’s education or increase skills – all of which enhance human capabilities’. Secondly; 
                                                            
1 Openness to trade indicators: average tariff rates, non‐tariff barriers, black market exchange rate, presence of 
export market boards (sachs and warner,1995) 
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‘Growth can contribute to human development through government policies and spending. 
Growth can increase government revenue - which if used to reduce income inequality and 
improve health and education, benefits human development’.  Diagram 2 shows the link between 
international trade and human development. The figure shows how the volume and value of trade 
export can assist economic growth and inequality which will then lead to human development. 
However, this benefit from trade can only be acquired if and when appropriate (country-specific) 
trade policies and practices are in place. International and regional agreements also have to be 
conducive.   
Graph 2: The link between international trade and human development 
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Chapter 3 
3.1 Research Methodology 
The design of this study will be a case study. An in-depth look at the role Lesotho’s Political and 
economic institutions have played in promoting, facilitating and regulating foreign direct 
investment so that it benefits and grows the country in a sustainable manner. According to 
Hancock and Algazzine (2006) a case study allows a researcher to explore or describe a 
phenomenon in context using a variety of data sources.  
The study will also take a comparative approach as it looks at the case of Mauritius, a country 
which was able to develop significantly from FDI and trade led by trade preferences. Mauritius’s 
institutions are believed to have played a significant role in its development.  The economic and 
political institutions of the country are said to rank above the average African country and are 
attributed to the country overcoming its macroeconomic imbalance in the 1980s, the success of 
its Export Processing Zones (EPZs) and the success of its sugar sector (Subramanian and Roy 
2001: 27-28).  
Research Population 
McBurney (2001), states that a population is a sampling frame, it is the totality of persons, events, 
organization units, case records or other sampling units with which the research problem is 
concerned. It is the base where the sample for this study will be selected from. The population of 
this particular research will be the Ministry of Trade and cooperatives in Lesotho, The Lesotho 
National Development Corporation, and The Basotho Enterprise Development Corporation as 
well as any other bodies or individuals who will contribute to answering the questions posed in 
this research paper.  
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Research Instruments 
For the purpose of this research I will analyze documents from the various institutions as well as 
any other document that will meet the goals of the research project. I will also conduct 
interviews with relevant individuals from the research population.  
I will also review documents from various sources on Mauritius’ development for the purpose of 
making comparisons.  
The approach adopted for this study will be qualitative in nature. This implies that the data will 
be analyzed in a descriptive methodology. 
3.2 Analytical Framework 
This study is guided by Paus and Gallagher (2007) model on the critical contingencies for the 
realization of FDI related spillovers2.  
Graph 3: Critical contingencies for the realization of FDI related spillovers 
 
                                                            
2 Also adopts the conceptual framework in FDI spillovers in:  Farole, Thomas and Deborah Winkler, eds. 
2014. Making 
Foreign Direct Investment Work for Sub‐Saharan Africa: Local Spillovers and Competitiveness in Global 
Value Chains. Directions in Development. Washington, DC: World Bank. doi: 10.1596/978‐1‐4648‐ 
0126‐6. License: Creative Commons Attribution CC BY 3.0 
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The model states that both the spillover potential of foreign investors and the Absorptive 
capacity of host country contribute to actual spillovers. In the case of Mauritius and Lesotho, the 
Type of FDI in the textile and Apparel sector is very much the same and thus could conclusively 
have the same potential for spillovers; Export oriented, cheap labor seeking and tariff skipping 
investments that are have linked to an extensive Global Production Value chain.  
The host country factors that determine the absorptive capacity particularly those determined by 
Institutions and government policies are those that seem to differ and are thus the focus of this 
study.  
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Chapter 4 
4.1 Introduction 
Upon independence Lesotho and Mauritius, together with some other African countries were 
registering high rates of economic growth (averaging 9.9% and 5.4% respectively) Subramanian 
and Roy (2001). Mauritius continued to grow and achieve remarkable developments, whereas 
Lesotho’s high growth rates of that time came to a halt in 1982. 
Differences that might explain the divergent economic performances of the two countries can be 
spotted; Mauritius is an island and therefore has access to the sea whereas Lesotho is a 
landlocked country; Lesotho has a homogeneous population while Mauritius has diverse ethnic 
groups. Mauritius was occupied by three different nations (the Dutch, French and British) and 
Lesotho was colonized only by the British.  However, significant similarities can also be drawn 
between the two; they both gained their dependence from the British, they both have a small 
domestic market (Population: Lesotho: 2024 Million, Mauritius 1291 Million) both states had 
their economic growth based on Agriculture and were transitioning to industrialization via 
textiles and Apparel however their paths diverged. The two countries rely on exports as a driver 
for industrialization due to their small domestic markets and both countries enjoy non-reciprocal 
preferential trade access to various European countries, North America (Canada and the U.S), 
Australia and New Zealand.  
Today Mauritius is one of Africa’s leading economies. It has a GDP per capita of $9202.53 
(2013), higher than that of South Africa ($6617.91) and more than 8 times that of Lesotho 
(1125.59). On the Human development index (HDI) Mauritius registers 0.77 (2013) and Lesotho 
0.44 with 0 being the lowest level of development and 1 being the highest. Mauritius has 
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diversified its economy away from agriculture (3% of GDP in 2013) to textile and Apparel (4%), 
financial services and tourism (10.1%) (WTO Trade Policy Review and Mauritius Chamber of 
Commerce and Industry).  
On the index of African Governance Mauritius ranks 1st (81.7%) and Lesotho 10th (62.3%). 
Mauritius is the most business friendly economy is Sub-Saharan Africa, ranking 1st first on the 
World Bank Group Doing Business ranking with Lesotho ranking 14th out of 189 economies. 
“Mauritius is one of the few countries to successfully deploy FDI to maximize the opportunities 
of preferential trade status, notwithstanding limited supply capacities and remoteness from world 
markets.” (UNCTAD, 2001).  
What could be the possible reasons for the differences in the performance of these two 
economies? In this paper we will take a look at two key contributors to economic growth; 
Foreign Direct Investment and Trade exports. We will examine critically the case of Mauritius, 
in particular, the textile industry and the role that the Export Processing Zone (EPZ) played in 
growing and promoting the industry.  
4.2 The case of Mauritius 
Mauritius gained its independence in 1968. Prior to independence, economist and Nobel Prize 
Laureate; James Meade, led a report by a commission that was assigned to study the economic 
and social structure of the Mauritius. This report pronounced the island country predestined for 
economic difficulties. The report stated that dues to high rates of population growth, Mauritius 
would face very high unemployment rates. The island has no natural resources and relied mainly 
on its uneducated work force and a single crop; sugar. Therefore, recommendation was made that 
the government encourage industrialization through labor intensive activities. These activities 
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were to be run with utmost efficiency while keeping aware of costs. Capital from these activities 
was to be channeled preferably into the fundamentals that contribute to industrial efficiency 
(e.g.: Hydroelectric power, roads and communication).  
Most likely taking heed of the report, the Mauritian government in 1970 enact the Export 
Processing Act. An export processing zone (EPZ) was created in 1971 and located in the zone 
was mostly Textile and Apparel firms. Foreign investors were attracted to the EPZ due to 
incentives provided by the government. Government also invested in infrastructure to assist 
productivity in the industries located in the EPZ. In the 1980s a boom in the textile industry 
found Mauritius ready  and the number of firms in the sector rose from 74 in 1983 to 435 in 1988 
(World bank, 2008).  
Graph 4: Key components of economic growth in Mauritius 1979/80-2002/3 (GDP at constant 
1992 prices, Index 1979/80 = 100) 
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Graph 5: Sector composition of GDP in Mauritius (1976 -2010) 
 
Source: Zafar (2006) 
Table1: Growing contribution to GDP of textile industry via EPZs: GDP at current basic prices 
(1990-2004) 
 
The Mauritius government, determined not to fall into a Malthusian Trap set itself an ambitious 
development plan between 1975 and 1980. It sought to attain full employment by the end of 
1980, diversify its economy, adapt education and training to meet its specific economic 
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development requirements, and to improve its infrastructure. By early 1989 some 88,658 jobs 
had been created (Investment review report, 2001) 
Table 2: Enterprise and Employment Growth in EPZ between 1972 and 1999 
 
Graph 6: GPD per capita growth (1980 -1990) 
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Contributors to the Success of Mauritius’ Textile Industry  
The key success factors in success of Mauritius’ textile and Apparel industry are stated by 
researchers as; 1) An enabling institutional framework, 2) A favorable environment for 
investment, and 3) the existence of preferential trading agreement. (Subramainian and Roy, 
2001; World Bank, 2008, Investment Policy Review (WTO), 2001). 
 An enabling institutional Framework 
Governance: Exclusion and inequality are major hindrances to develop that multi-ethnical 
countries face. However Mauritius was able to circumvent this problem by pursuing a one-nation 
strategy early one after independence. This was done through strategic partnerships between 
major ethnic groups. Negotiations on economic redistribution and discussions on how to avoid 
ethnical exclusion and ethnical conflicts took place after independence (Sriskandarajah, 2005). In 
this manner they were able to inculcate institutions that assured societal and economic inclusion 
of minority groups and that took a consultative approach to policy creation (Vandermoortele and 
Bird, 13; 2011). The Mauritian state is modeled after the British system of Government and has a 
cabinet which is lead by a prime minister and a legislative body that makes the law. Power is 
separated between the executive, legislative and the judiciary. Upon independence, the national 
leader, Sir Seewoosagur Ramgoolam recruited people from all ethnical groups into his Labor 
party and set the example for national unity (Vandermoortele and Bird, 13; 2011). No party 
political party has ever secured a majority is the assembly and therefore been able to form a 
government on its own. The need for coalition parties to work together for national development 
has always been recognized (Zafar: 20, 2011).  
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Table 3: Mauritius Ranked 1st in 2013 on the overall score of the Mo Ibrahim index of African 
Governance  
 
Graph 7 and 8: Mauritius also scores high on a number of other governance categories and sub-
categories 
 
Trade, investment and industrial policy: “Mauritius’ impressive economic achievements [over 
the past three decades] are a testimony of forward-looking industrial policies on diversification, 
combined with flexible export strategies.” – Investment Policy Review for Mauritius, WTO. 
Initially a mono-crop economy, Mauritius sought to diversify its economy, attract investment and 
create employment at the wake of independence by creating an Export Processing Zone (EPZ) 
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which came to be following the enactment of the Export Processing Zone Act of 1970.  Export 
processing Zones are defined by the World Bank (1992;7) as; “Fenced-in industrial estates 
specializing in manufacturing for exports that offer firms free trade conditions and a liberal 
regulatory environment”. The main purpose of EPZs are to a) Provide foreign exchange earnings, 
b) provide jobs and alleviate unemployment problems and assist in income creation, and c) 
attract foreign direct investment (FDI) and engender technology transfer, knowledge spillovers 
and demonstration effect so as to encourage domestic entrepreneurs to engage in non-traditional 
exporting activities (World bank, 1999). The EPZ in Mauritius offered export oriented investors 
incentives such as 1) Tax holidays for up to 10 years, 2) No tariffs on imported inputs for 
industrial use 3) Favorable long-term loans (Zafar, 2011 and Frankel, 2010). Labor was 
relatively cheap compared to the sugar sector and it attracted most women who where outside the 
labor force at the time. About 80% of workers in the EPZs in 1980 were woman (Zafar 22; 2011).  
The unemployment rate in Mauritius sits at 8% well below most SSA countries.  
Graph 9: Inward FDI Stock (1980-1990) 
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Table 4: Indicators of international competitiveness in mauritius EPZs (World Bank, 1994) 
 
Graph 10: Employment by sex in EPZs  
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Graph 11: Average Household income and Expenditure (Friedrick, Ebert, Stigtung, 2006) 
 
 
Learning and innovation infrastructure: Earlier on the government of Mauritius recognized 
the importance of learning, innovation and technology to increase competitiveness. Workers, 
most of which were coming from the sugar sector had enough literary and numeric skills 
required for the low- skilled work that was to be undertaken in the low- technology, entry level,  
textile and Apparel industry located in the EPZ. Employment rose in the EPZs and due to a high 
rate of labor turnover, firms in the EPZ were reluctant to invest in training staff (World Bank, 
1994). Aware of this, the government, with the input of the private sector enacted the Industrial 
and Vocational Act of 1988 which then established the Industrial and Vocational Training Board 
(IVTB) in 1989. The mandate of the board was to:  
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 Advise the Prime Minister on matters related to training; 
 Monitor the needs for training in consultation with the relevant authorities; 
  administer, control and operate training schemes; and 
 Provide for, promote, assist in and regulate the training or apprenticeship of    
persons who are, or will be, employed in the commercial, technical and vocational fields.  
(The industrial & Vocational Training Act, 1998: Act no. 8 of 1988 dated April 15, 1988) 
 Amongst the initiatives the IVTB put in place for Industrial training was the levy/grant scheme 
which was aimed at encouraging on-the-job training and easing the financial burden on firms. 
Employers are refunded a certain percentage of the cost incurred in training their employees. 
Between 1989 and 1990 over 100 000 workers had been trained under this scheme (UNESCO 
2010) 
Table 5: Number of Levy/Grant scheme trainees 1988/89 to 2006/7 
 
The success of this initiative was attributed mainly to the fact that the Act and all that followed 
was draw up and initiated jointly by the public and private sector (UNESCO, 2010).  
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A number of institutes that offer training in the textile and clothing have been registered with the 
IVTB. Programs are also available for training for middle-management positions in design and 
production (Sawkut, 2008). Other institutions that offer learning and training to the textile and 
clothing industry are:  
 The Clothing Technology Center; the technical arm of the Export processing 
Zone Development Authority (EPZDA).  
 The textile technology department of the University of Mauritius offers B.Sc 
degrees in textile technology and textile fashion and Design 
 The Manchester Metropolitan University in the United  Kingdom offers 
higher national diploma and B.Sc in clothing production management in 
collaboration with Professor Basdeo Bissoondoyal College 
(Sawkut, 2008) 
 A favorable environment for investment:  
The Export Processing Zone Act provided incentives for investors looking to cater to foreign 
markets. Incentives provided included: “protective import duties and quotas for infant industries, 
suspension of import duties on other raw materials and components for specific industries, duty 
drawback schemes, and favorable long-term loans.” (Zafar, 22:2001)   
The institutional support for FDI promotion and trade facilitation has been strong since the 
establishment of the EPZs. The Ministry of Industry, Commerce and International Trade 
develops the national strategy for trade and industry. Supporting the ministry are 3 Para - statals; 
The Mauritius Industrial Development Authority (MIDA), the Export Processing Zone 
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Development Agency (EPZDA) and the Small and Medium Industry Development Organization 
(SMIDO).  
MIDA is responsible for promoting the export of goods and services. It advices government on 
matters related to export development policies. It also consults with exporters to better 
understand industrial needs. It has network offices in Africa, Europe and the U.S. Through these 
linkages important information on international markets is provided to local operators.  
One of the biggest achievements of the EPZDA is the creation of Clothing Technology Center. 
The center assists manufacturers to improve the design and quality of their garments and also to 
acquire new technologies. The EPZDA also provides consultancy services, performance 
assessment and supply chain management in order to create a competitive edge in export – 
oriented activities.   
SMIDO assists SMEs in setting up businesses by offering training and advisory services. Other 
support institutions include: The Development Bank of Mauritius (DBM), The Mauritius 
Chamber of commerce and Industry (MCCI), The Board of Investment (BOI), and The Mauritius 
Export processing Zone Association. Table 5 depicts the evolution on major institutions since 
1970 (GRIPS, 2012) 
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Table 6:  
 
The labor force was also fairly educated and suitable for low-skilled, labor intensive work with 
low wages.  
Having been overvalued for some time, the Mauritian Rupee was devalued in 1979 by 30% and 
later in 1981 by 20% and thus made exports internationally competitive ( World bank, 2008; 
IMF 2008).  
 The existence of preferential trade agreements 
Mauritius, together with other African countries, has enjoyed preferential access to markets of 
Europe, the U.S and other developed countries. Starting from 1972, Mauritius was linking itself 
with the European markets by becoming the first ex- British colony to be a member of the 
Association of African and Malagasy States, thereby, connecting to the European Economic 
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Community (ECC) under the Yaoundé II convention. Mauritius then became a beneficiary of the 
subsequent Lome conventions (Lome I to IV) which offered non-reciprocal trade preferences to 
African, Caribbean and Pacific countries (ACP); duty and quota free access for their products 
exported to the European Markets. The Lome Convention was replaced by the Cotonou 
Convention which continued until 2008. The EU has since become Mauritius’ largest trade 
partner, with the UK, France, Germany and Italy being the largest importers of products from the 
island state.  
Mauritius also falls under the list of countries that benefited from the Multi Fiber Agreement 
(MFA) which put restrictions on the products of low-cost exporting countries, especially those in 
Asia, and therefore did not have to compete with textile products from these countries. Investors 
from countries such as Hong Kong relocated to Mauritius and other African countries to escape 
these restrictions and to take advantage of preferential access to E.U and U.S markets.  
With the dismantling of the MFA in the early 2000s and the world market becoming open to all 
exporters including those in low-wage china, Mauritius saw a drop in exports and employment, 
30% and 25% respectively (Frankel, 2010).  
The African Growth and Opportunity Act (AGOA), a US law, passed in 2000 offers duty and 
quota free access to the US market of a vast number of products from certain SSA countries 
which include Mauritius and therefore became the lifeline its textile and Apparel industry.  
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Graph 12: Mauritius merchandise exports (1973 -2012)  
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Under the General System of Preferences (GSP) by the WTO, Mauritius is also benefit from 
non-reciprocal entry into Canadian, Australian, New Zealand and a range of other markets. 
These non-reciprocal benefits have aided Mauritius in that they have helped attract investors into 
the country particularly those jumping tariffs that are applicable to non-benefiting countries. 
They have also aided in expanding the EPZ and creating numerous jobs for Mauritians.  
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Table 7: List of Preferential Trade Agreements 
 
Table 8: Mauritius’ Major trading partners (2014) 
Country 2014 Country 2014 
1)France 13.9% 6)Italy 6.5% 
2)United kingdom 13.6% 7)Madagascar 6.5% 
3)United Arab Emirates 10.7% 8)Spain 5.2% 
4)United States 10.5% 9)Vietnam 3.0% 
5)South Africa 7.1% 10)Belgium 2.8% 
Source: Comtrade 
Graph 13: Bilateral Goods trade between Mauritius and the U.S under AGOA 
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4.3 The case of Lesotho 
Lesotho is a small land locked country with a population of 2.074mil (2013) and a per capita 
GDP of 1125, 56 USD (2013). The economy is based on subsistence farming, livestock, 
remittances from workers in South African mines and a garment assembly industry (ODI, 2009) 
Lesotho is a leading exporter of clothing from Sub Saharan African to the U.S. Exporting textile 
firms are wholly owned by foreign investors. The industry is the largest private employer, having 
created at peak 53,087 jobs in 2004. Despite succeeding in attracting FDI and becoming a lead 
textile and Apparel exporter, Lesotho still remains one of the poorest countries in Africa. The 
country is faced with great challenges which include; lack of economic diversification, low 
domestic saving leading to over dependence on foreign capital flows, extensive unemployment 
(25.3% in 2008, suspected to be higher than that), widening inequality and poverty as well as 
widespread cases of HIV/AIDS particularly amongst the youth (Africa economic outlook).  
Table 9: GDP - composition, by sector of origin (CIA, 2014 est.) 
Agriculture 7.5% 
Industry 35.7% 
Services 56.9% 
Source: CIA, 2014 
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A brief political history3 
Lesotho gained its independence from the British on 4 October 1966. However, prior to its 
independence the political struggle of who would lead Lesotho into independence had already 
began. The Basutoland Congress Party (BCP) formed in 1952, led by Ntsu Mokhehle, had 
succeeded in uniting a broad following among educated Basotho who had accrued the 
confidence to have a more prominent role in Lesotho’s tribal chief led society. Splits however 
soon began to happen within its ranks with the formation of the Marematlou Party (later; 
Marematlou Freedom Party, MFP) which feared that the “commoners” would take the lead in the 
government. The MFP was led by Constantine Bereng who was soon to become Moshoeshoe II4. 
Another spilt happened with the establishment of Basutoland National Party (BNP) led by 
Leabua Jonathan. Religious divides were also present with the majority of Roman Catholics 
following the more conservative BNP and the educated Protestant elite following the BCP.   
In 1961 a commission was appointed to draft a constitution under which Lesotho would gain 
independence. In 1964 a Westminster-style, two chamber parliament which left the king without 
any real powers, was approved by Britain. The elections that ensued thereafter saw the BNP with 
the majority of parliament seats and thus becoming the party to lead Lesotho into its 
independence.  
Post independence, Lesotho saw no rest with regards to political power squabbles. The ruling 
BNP came into constant conflicts with the BCP, the king, and his supporters.  The BNP 
government began to depend on South African administrative, financial and commercial support. 
This strengthened the BNP’s hold on power but lost the confidence of Basotho who harbored a 
                                                            
3 Political history derived from Institute of Security Studies’website: 
http://www.issafrica.org/AF/profiles/Lesotho/Politics.html 
4 Chief Paramount Moshoeshoe I (1789‐1870) is proclaimed the founding father of the Basotho Nation.  
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strong feeling against South African Afrikaners. The elections that took place in 1970 resulted in 
the BCP winning the majority of parliament seats. Leabua Jonathan of the BNP, however, 
encouraged by the South African government, refused to accept defeat and suspended the 
constitution, there after declaring a state of emergency.  The king was placed under house arrest 
and later driven into temporary exile in the Netherlands. The BNP under Jonathan ruled with 
repressive force until 1986 
The BCP, supported by the South African government, formed the Lesotho Liberation Army to 
oppose the BNP. In 1986 Lebua Jonathan was replaced by Major –General Lekhanya in a coup 
de tat which saw Lesotho’s new rule by a Military Council, which was itself deeply divided by 
internal tensions and personal ambitions and was therefore incapable of running national affairs. 
Lesotho was under military rule until 1993.  
Lesotho held its first Multi-party election in 1993 which were won by the BCP. The BCP 
however failed to effectively rule as it was unable to control security forces which were still 
loyal to the BNP (EISA, 2003).  In 1994 fighting amongst rival military factions that resulted in 
intervention from the Southern African Development Corporation (SADC) took place.  
In 1998 an election which produced results similar to those of 1993 was held and SADC had to 
once again intervene as protests and riots took place. An Interim Political Authority (IPA) which 
comprised of all members of the opposing parties was established. The IPA through the political 
parties reformed the previous First Past the Post (FPTP) electoral system to the Proportional 
Representation system (PR), despite little popular support5.  
                                                            
5 Survey institute of South African studies 2000 
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Elections that followed in 2002 were declared free and fair by both national and international 
observers. The election was won by the LCD. The 2007 election were again won by the LCD but 
protested by the newly formed All Basotho Convention (ABC). In 2012 election were won by 
the Democratic Congress, an off shoot of the LCD lead by its previous leader; Pakalitha Mosisili.  
It (DC) however couldnt form a government due to lack of parliamentary seats. The ABC 
together with the LCD and the BNP form a coalition government which was characterized by 
conflicts between coalition members and eventually lost power before the end of its term, this 
resulted in yet another intervention by SADC and a snap election. The election in 2015 was won 
by the DC in coalition with the LCD and 5 other smaller parties.  
Foreign Direct Investment and the Textile and Apparel sector 
As noted in the case of Mauritius, the factors that hypothetically contributed to the success of its 
textile and Apparel industry and therefore contributed to its economic development were: 1) An 
enabling institutional framework, 2) A favorable environment for investment, and 3) the 
existence of preferential trading agreement. (Subramainian and Roy, 2001; World Bank, 2008, 
Investment Policy Review (WTO), 2001). In a similar manner as we observed in Mauritius we 
will look at these factors and their contribution or lack thereof to Lesotho’s performance.  
 Institutional Framework 
Governance:  A brief history of politics in Lesotho upon indepedance has been stated in the 
“Brief political history” section above. Lesotho is a constitutional monarchy with a Prime 
Minister as head of Government, holding executive power. Legislative power is vested in the 
government and as well as the Senate (33 members) and National Assembly (120 member). The 
king serves a ceremonial function. Lesotho ranks 10th out of 52 African countries on the Mo-
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Ibrabim Index of African Governance (IIAG). It ranks 7th, 21st, and 24th  out of 52 countries on 
indicators of Safety and rule of law; Sustainable Economic Opportunity; and Human 
Development respectively.  
Table 10: Lesotho Ranked 10th in 2013 on the overall score of the Mo Ibrahim index on African 
Governance 
 
Graph 14 and 15: Lesotho’s score on indicators of sustainable economic opportunity and human 
development are relatively low 
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Trade Investment and Industrial Policy: Lesotho’s formal garment exporting industry started 
in the late 1980s with Taiwanese investors who came to Lesotho to a) take advantage of cheap 
labor for export to South Africa, b) avoid sanction on overseas exports that was placed on South 
Africa in 1986 c) take advantage of Lesotho’s duty-free access to the European market under the 
Lome Convention (Gibbon, 2003). Lesotho’s then government also had strategies underway to 
promoting the country as a stable and attractive investment destination (1986-1991) (Manoeli, 
2012). However incentives offered by the Lesotho government were not exactly generous 
according to internationals standards.  
The first Taiwanese textile firm was established in 1986. By 1991 four (4) firms, still owned by 
Taiwanese, had opened shop. Amongst them was also a firm from Hong Kong and another South 
African owned. Foreign owned firms continued to sprout in Lesotho and by the year 2000, 19 
firms were operating with the number reaching its peak in 2004 with 49 firms (Stariz and Morris, 
2011) 
Table 11: Number of Workers and firms in the Lesotho’s Apparel industry  
 1994 1999 2000 2001 2002 2003 2004 2005 2006 2008 2014 
workers 8600 9847 16417 23518 3314 44345 53087 40364 45886 45310 40800 
firms 6 21 19 32 38 - 49 42 47 44 39 
Source: Staritz and Morris (2011) Better works Lesotho (2015) 
Despite the textile firm activities that took place in the 1980s, the textile industry in Lesotho only 
started to take off with the advent of AGOA, which from 2000 onward provided quota and duty 
free access to the U.S market as well as non-restrictive Rules of Origin laws allowed for lesser 
developed countries.  
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The bulk of manufacturing FDI in Lesotho is in the Appear and textile industry. All firms in this 
sector are foreign owned (mainly Taiwanese); no local firms have joined this sector. Some have 
tried but have closed down within a short period of time. Under AGOA, Lesotho has been 
number one textile exporter to the United States. This was a great achievement for a land locked 
country with few natural resources.  
Lesotho has benefited greatly from FDI in terms of employment and export earnings, but the 
textile industry is very shallow and some would even call it “footloose”; some exporters are only 
in Lesotho because of the benefits the country receives as a least developed economy from large 
developed markets such as that of the United States. Without this preferential access, they would 
not still be in the country (Lall, 2005).  
Graph 16: Inward FDI Stock (1980-2012) 
Source; World bank data(2015) 
Operations in the industry rely mainly on expatriates (Taiwanese and Chinese) most of which are 
not fluent in Sesotho or English. In 2001, 1076 expatriates worked in the clothing industry (Lall, 
2005).  There are hardly any Basotho at the managerial and supervisory levels. Skills transfer, 
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one of the main benefits of FDI is minimal; it is limited to basic production, handling sewing 
machines, cutting, pressing and so on. 80 ~ 85% of industry workers are female. Vocational 
training institutions in the country also do not offer technical and managerial skills needed for 
the garment industry.   
 Favorable Investment Environment 
Lesotho has no law that governs foreign direct investment however the country maintains a 
liberal and non discriminatory policy for foreign investors (TPR). The Lesotho National 
Development Corporation (LNDC) is the government agency responsible for implementing 
export and investment promotion activities. The LNDC was established by the parliament act no. 
20 of 1967. It is part of the Ministry of Trade and Industry, Cooperatives and Marketing which is 
responsible for the overall national industrialization policy.  
The LNDC functions as a real estate developer, facilitator, and service provider. It also acts as a 
one-stop shop dealing with issues ranging from business inquiries, site selection, firm 
registrations as well as regulation and facilitation of  production and sales together with 
managing government incentive schemes and tax procedures. 
LNDC Industry support and incentives 
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Lesotho has a number of industrial Zones located in various national capital towns close to the 
boarders with South Africa. Although the country has no export processing zone, initially textile 
investors tended to cluster in the industrial site in Maseru (Staritz and Morris, 2011).  Lesotho is 
a small country with limited industrial land. Also the cost of renting out factory space can be 
very costly. To circumvent this problem, the government has, through the LNDC constructed a 
number of industrial zones with serviced factory shells; the shells come ready with electricity, 
water and waste mamagement facilities.  
Graph17: Industrial Zones in Lesotho 
 
 Trade preferences 
Lesotho has always enjoyed preferential access to markets of developed economies. Lesotho, 
like Mauritius, has had links to the European market since the 1970s under various conventions 
which offered preferential access to the European Community.    
Under the Multi Fiber Agreement (MFA) Lesotho also saw East Asian investors set up shop in 
the country to take advantage of duty-free and quota-free access to Europe and the United States. 
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The expiration of the MFA in 2005 hit the textile industry in Lesotho hard as foreign investors 
left the country and more than 5000 jobs were lost (ODI, 2009).  
The textile and Apparel industry could however, still rely of the preferences offered by the 
African Growth and Opportunity Act (AGOA). It has thus been what has kept the dwindling 
industry on its feet.  
Table 12: Export from Lesotho to the U.S and the E.U (1990- 2001) (US dollar million) 
 
Table 13: Exports to the U.S from AGOA beneficiaries (2001-2010) 
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Graph 18: Bilateral Good trade U.S –Lesotho under AGOA 
 
Graph 19: Lesotho Key export destinations 2001 -2013 
 
Sources: opendataforlesotho  
 67 
 
4.4 Comparative Analysis of Mauritius and Lesotho’s FDI spillover gains and promotion and 
facilitation policies 
Development Contributions made 
by FDI 
Mauritius Lesotho 
Transfer of technology know-how The textile industry in Mauritius 
started in the 1970s. To date; 
Mauritius has the most vertically 
integrated textile and Apparel sector 
in SSA Most of the firms in 
Mauritius are domestically owned 
(USITC 2009).    
The industry first came to Lesotho in 
the 1980s. To date: Lesotho has only 
one vertically intergrated textile mill 
(CGGC, 2011There are no 
domestically owned textile firms in 
Lesotho and production in the 
assembly, cut make trim (CMT) 
segment of the textile value chain. 
(see table below) 
Human Capital enhancement Mauritius started off with low 
skilled labor. However, through 
further integration in the textile and 
Apparel industry it has been able 
grow its skill pool in this industry. 
Firms in Mauritius are now 
venturing into higher value added 
activities such as quality, design and 
fashion. (see graph on skill 
requirements and curve of value 
added stages) 
Workers in Lesotho are literate but 
not technically skilled. In-house 
skills training are mainly in basic 
skills. Managers (expats ) with shop 
floor knowledge lack language skills 
to communicate with Basotho 
workers (Lall, 2003) and training 
usually happens informally by floor 
supervisors (CGGC, 2011) 
Economic Integration The Mauritian textile industry has 
lead to deep, sustainable integration 
through exports and the domestic 
ownership of the industry 
contributes to sustainability. Textiles 
are exported to mainly Europe and 
the U.S 
Lesotho’s integration into the world 
market via textile exports is 
unsustainable as there is no local 
ownership of the industry and 
investors are characterized as tariff 
hopping( GCCG, 2011) 
Competition effect Competition effect: Domestic firms 
in Mauritius have been able to out 
compete foreign firms6 
 
 
All initiatives to start domestically 
owned textile firms have failed.  
                                                            
6 30 firms (mostly from Hong Kong) left Mauritius as the industry underwent reconstruction in 2004. Industry in 
80% domestically owned (USITC, 2009) 
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Mediating Factors   
Spillover Potential 
Foreign firm characteristics:  
1. Degree and structure of 
ownership 
2. FDI Motivation 
3. Global production and 
sourcing strategy 
4. Tech-intensity 
5. FDI Home Country 
 
1. The industry is 
composed of large 
foreign textile and 
Apparel groups.  
2. Initially motivated by 
loss of competitiveness 
in home country as 
well as to take 
advantage of 
Preferential trade 
access to developed 
markets 
3. Mauritius firms source 
inputs from various 
countries; however this 
has not inhibited the 
sector expanding to 
other higher value 
added production 
activities. Mauritius is 
also an exporter of 
yarn  
4. Labor intensive, low 
Tech industry moving 
towards more tech-
intensive, higher value 
added activities. 
5. Chinese, Taiwanese, 
Hong Kong investors 
1.  The industry is composed of 
large foreign textile and Apparel 
firms.  
2. Initially motivated by loss of 
competitiveness in home country as 
well as to take advantage of 
preferential trade access to 
developed markets 
3. Lesotho sources inputs (cotton) 
from Malawi, Zambia, Mozambique, 
Tanzania and Benin (USITC, 2009) 
All high value add value chain 
activities such as input sourcing, 
product development, 
merchandising, marketing, 
distribution ,etc happen in the the 
foreign firm home county (GCCG, 
2011) 
4. Labor intensive low tech industry 
that has not upgraded.  
5. Taiwanese, Hong Kong, South 
African investors.  
Absorptive Capacity 
Domestic firm characteristics:  
1. Technology Gap 
2. R&D 
3. Human Capital 
4. Scale 
5. Firm Location 
6. Exporting  
7. Sector Dynamics 
8. Competition 
1. Textile and Apparel 
industry set up by foreign 
investors, then integrated 
and adopted by domestic 
entrepreneurs.  
2. Firms in Mauritius do 
market research to 
anticipate consumer 
behaviors and other factors 
concerning exports  
(USITC, 2009) 
3. Institutional support for 
learning and vocational 
training. 98%  literacy rate 
(world bank) 
4. Both big and small firms 
exist in Mauritius. Only the 
most adaptable and 
competitive firms are able 
to survive 
1.  Textile and Apparel industry set 
up by foreign investors.  
2. No R&D 
3. National Vocational training 
institutes offer general management 
and general skills courses but there 
are no linkages with textile industry 
and therefore industry specific 
courses that cater to industrial needs 
are not offered (CGGC, 2011) 
4. Mostly large firms 
5. Firms are located in industrial 
clusters in different districts 
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5. Firms are located mostly in 
the EPZ 
6. Some firms produce for the 
local market but mostly 
export oriented firms. 
(USITC,2009) 
7. Mauritius has been able to 
make FDI a success despite 
perceived  difficulties for 
spillovers in Textile and 
Apparel value chain 
8. Productive domestic 
entrepreneurs drive out 
foreign firms. Industry 
largely domestically 
owned. 
6. Production is for exporting 
7. Lesotho has been unable to 
upgrade and vertical integration is 
very limited.  Factors concerning the 
Textile and Apparel sector have 
been ascribed to this failure.  
8. No competition between local and 
foreign firms as local firms is 
nonexistent.  
 
 
 
 
Institutional Framework 
Institutions:  
1. Labor Market Regulations 
2. Access to Finance 
3. Learning and Innovation 
Infrastructure 
4. Trade, industrial and 
investment policy 
5. Governance 
 
1. Labor market regulations in 
Mauritius are substantially 
rigid (WTO). However, 
firms in the EPZs benefited 
from cheap labor drawn 
from unemployed  sugar 
workers and women who 
where outside the 
workforce (Zafar, 2011) 
2. Although access to finance 
is still a hindrance to SMEs 
entering the export market 
(Kaseeah et al, 2013). The 
government has various 
schemes in place that offer 
SME financing 
opportunities (Essays, UK 
2013). 
3. Mauritius has a literacy rate 
of 98% (world bank), 
Higher education and 
Vocational training 
institutes are well 
established and on the job 
training is also well 
facilitated (Sawkut, )   
4. Openness to trade and 
foreign investors. Forward 
looking industrial policies 
on diversification combines 
with flexible export 
strategies (WTO).  
 
1. Labor regulations with regard to 
the industry have been quite lax 
(USITC, 2009). However, the ILO 
through the Better work program has 
worked with the industry to protect 
worker’s rights. (CGGC, 2011) 
2. The government has introduced 
various funding schemes for 
entrepreneurs, however a limited 
number of Basotho have been able 
to access these funds due to stringent 
requirement (government official) 
3. Lesotho has a literacy rate of 75.8 
(UNESCO, 2012) National 
Vocational training institutes offer 
general management and general 
skills courses. On the job training 
happens informally.  
4. Openness to trade and FDI. 
Reactive industrial policies and not 
much facilitation of spillovers to 
domestic economy 
5. Ranks 10th in Africa on overall 
governance (21st on sustainable 
economic opportunity, 24th on 
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5. Ranks 1st in African on 
Overall governance (1st on 
Sustainable Economic 
Opportunity and Human 
Development. 2nd on Safety 
&Rule of law and on 
Participation and Human 
Rights (IAG, 2013)). Ranks 
28/189 on the WBG ease of 
doing business index 
(2015) 
Human Development, 9th on 
participation and human rights and 
7th on safety and rule of law (IAG, 
2013)). Ranks 128/189 on the WBG 
ease of doing business index (2015) 
 
Table 14:  Job profiles in the Apparel global value chain 
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Graph 20: Apparel Global Value Chain  
 
Graph 21: Curve of Value-added stages in the Apparel Global Value Chain 
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Investigating Institutions   
In the above comparison the prescribed institutional framework for promoting the absorptive 
capacity of domestic is presented. The prevailing policy in both countries is revealed. However, 
to fully gauge the institutional environment of Lesotho interviews were conducted with 
individuals from the different organizations that are mandated to execute national development 
plans especially those concerning the textile industry and also those from international donor 
organizations and from the textile exporter’s association.   
As North (1990) states; Institutions are the “rules of the game” while organizations are the 
“players” in the game. The aim of these individual interviews was to get an in depth 
understanding on the following issues that can give an indication of the environment in which 
these organizations themselves operate:  
1) Lesotho’s performance with regard to substantial FDI spillovers has been lackluster. What is 
government (or the private partners/ sector) doing to make the necessary gains from FDI?  
2) How important does the government and its policy implementing institutions deem the textile 
industry and ownership thereof by domestic entrepreneurs?  
3) How have the ‘regular’ and ‘not-so-smooth’ government transitions (as well as political 
tensions and insecurities)  affected the operations of the policy implementing institutes and the 
foreign investors?  
Interviews were conducted with employees (working 5 years +) from Ministry of Trade; 
department of Industry, Lesotho National Development Corporation (LNDC), Basotho 
Enterprise Development Corporation (BEDCO), as well as a small business owner (entrepreneur).  
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Interviewees from government organizations were asked about the role each of their 
organizations played in facilitating the main elements of the institutional framework that mediate 
spillovers from foreign direct investment  which are: Labor market regulations, Access to finance, 
Learning and innovation infrastructure, trade and industrial and investment policy as well as 
governance. In cases where some of the elements where simply non-existent or poorly 
implemented  such as the case of Learning and innovation infrastructure, the interviewees were 
asked to identify what they felt or observed to be the main hindrances and challenges.  
With regard to the Textile Exporters and the Small business owner, they were asked to state the 
main challenges they faced when doing business in Lesotho.  
Interviews: Main findings 
Labor market Regulations: One officer mentioned that the Lesotho government lacked the 
political will to face the hard facts regarding labor regulations in Lesotho. For example; the fact 
that in order to remain competitive in the textile industry (be able to compete with Asian 
countries such as Bangladesh) wages had to remain low, whereas wage rates in Lesotho are quite 
high in comparison. What officials would rather do is pay lip service to workers, saying that they 
will raise their wages, just so they can vote for them in upcoming elections.  
Access to finance: Access to finance has forever been a problem for small business owners in 
Lesotho.  
Learning and innovative infrastructure: “Efforts to build learning infrastructure so that it feeds 
the job market have not been useful” observes one government officer.  
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Trade, industrial and investment policy: “We work continuously on industrial policies” exclaims 
an employee at the Ministry of Trade and Industry. “Every time a new government comes into 
office I need to review policies but I know that they are just going to end up on someone’s desk 
untouched.”  “Most times our ministers are not knowledgeable. Terms such as Preferential trade 
access means nothing to them. It’s just an elected person coming from some constituency and he 
has no interest in this huge monster I keep referring to: AGOA!”  
Governance: “Every time there is insecurity in the country, the Lesotho brand takes a knock” 
exclaimed a foreign investment promotions officer at the LNDC. “We have been very slow with 
regard to the textile industry” says an employee from BEDCO who has been with the parastatal 
for more than 10 years. “Even initiatives from international donors to boost participation of our 
domestic entrepreneurs have failed because they have found us ill prepared.  
All the interviewees stated that lack of political will, the reactive nature of policy action, often 
not to the benefit of the nation and the politicization of crucial development issues were 
hindrances to the growth.  
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Chapter 5 
Conclusion and Recommendations 
5.1 Conclusion 
Industrialization through textiles has often times been the formula to economic development for 
developing countries characterized mainly by cheap labor and in some cases preferential access 
to markets in developed economies; e.g. South Korea, Taiwan (east Asian tigers) and Mauritius. 
Lesotho has however, made a shallow gain from this gateway to economic development.  
This paper posits that institutions have contributed greatly to Lesotho’s lackluster performance as 
a nation. Lesotho entered independence with institutions that never existed for the benefit of the 
nation but rather sort to take from the little natural and human resources that exist in the country; 
extractive institutions.  Lesotho, a homogeneous nation was divided to benefit the then elites. 
The Basotho land was taken from then by the colonizers and the little that was left of it was 
divided between invisible class and religious lines. These divisions, oblivious to the masses, still 
exist today and are among the reasons why Lesotho remains an underdeveloped country.  
We took a comparative look at Mauritius; the African success story. Even though Nobel Prize 
laureate James Meade forecasted doom for the small island economy, Mauritius neutralized his 
underdevelopment curse and performed remarkably. Why did Mauritius succeed?   
Instead of fighting for political power in a small country, politicians in Mauritius saw it better to 
work together to develop the country for the benefit of all who lived in it (Mauritius is a 
multiethnic country).  
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They did not hunger for economic and social success and hope for it to fall on their laps with 
wishful thinking. They set up Exporting Zones and worked at attracting investors into the 
country. Investors came to them, like in all other African countries, with the aim of skipping 
restrictions that were in place in their home economies (MFA, loss of competitiveness etc.)  and 
to take advantage of the preferential access to developed markets given to African countries. The 
government of Mauritius intervened, subsidized and targeted in order for their economy to grow 
(Subramanian and Roy; 2001). Thus, today most of the textile and Apparel industry in Mauritius 
in domestically owned. Mauritius is now a middle income country.  
In answering the posed research question: “What role have institutions within Lesotho played/or 
not played with regard to promotion, Facilitating and regulation FDI in the textile and Apparel 
industry?” We come to the following answer:  
Institutions in Lesotho have been extractive and therefore not been able to fully take advantage 
of the potential benefits provided by Foreign Direct Investment. Investors have entered into the 
country, not necessarily through the efforts made by Lesotho but because they saw a business 
advantage for themselves. They were able to bring in minimal foreign earnings and create 
employment but none of which is sustainable should the trade preferences erode. Minimal skills 
were transferred and no advances technologies were adopted by local entrepreneurs so that they 
themselves would be able to carry the industry and export to the world market.   
At independence the focus was on power politics; who would take the Prime Ministers seat. The 
role of opposition parties has not been to challenge questionable policies of the ruling parties that 
affect social and economic development, but rather, it has been to make it difficult for the ruling 
party to govern mainly due to interest in personal gains.  
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The military has played a significant role in the governing of the country not for common gains 
but for reasons hidden behind unaccountable institutions. Evidence is present in the budget 
allocations presented each year where in any given year the allocation for defense is more than 4 
percentage points7 larger than that of the Ministry of trade and Industry; a ministry that, aside 
from its own mandate, houses the foreign and domestic investment promotions agency (LNDC) 
and the local entrepreneurship promotion agency (BEDCO) set up to drive the economy of the 
country buy building business and industry. Mauritius, in comparison has no standing army.    
5.2 Recommendations  
“While economic institutions are critical for determining whether a country is poor or 
prosperous, it is the political institutions that determine what economic institutions a country 
has.” – Acemoglu and Robinsons (43; 2012) 
Although institutions that have been put in place over years are hard to alter, Lesotho needs a 
strong leadership that can take a long-term view of the situation in the country and thereby make 
efforts to work together with the citizens of the country to turn Lesotho into a progressive 
developmental state.  
As long as preferential access to developed markets prevail, the textile industry together with 
other labor intensive industries are well aligned with Lesotho’s comparative advantage and are 
therefore vital areas in which the country can make economic progress. This paper recommends 
that the government focus its limited resources at facilitating upgrading and diversification in 
these kinds of industries by means of:  
1. Providing access to finance for entrepreneurs 
                                                            
7 Budget speeches (FY 2010/11 – 2015/15) 
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2. Invest in Technical and Managerial skills building for development industries and building 
learning and innovation infrastructure that feed the needs of the market 
3. Depoliticizing the public service so that its work of delivering services to the people and is not 
hindered by political power struggles. 
4. Implementing knowledge based policies stemming from international best practices and 
lessons from the success or failure of developed and developing countries.  
5. Assessing the role of the military to see wither it is necessary to have a standing Military. A 
large portion of the national budget goes towards military activities. These funds can go towards 
development initiatives.  
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